This article analyses recent developments in the proper purposes rule. In Eclairs Group Ltd and another v JKX Oil and Gas plc [2015] UKSC 71 the UK Supreme Court revisited the proper purposes rule in the context of directors'
Directors, like other fiduciaries entrusted with the management of another's interests, enjoy a wide degree of authority that enables them to apply their business judgment in complex and rapidly changing contexts. Their decisions are often driven by multiple objectives and have complex effects, proximate and remote. For example, a director may exercise the power to issue new shares for the proximate and dominant objective of raising new capital. At the same time, he may be motivated by a secondary, long-term objective to use the new capital to finance a business expansion that will increase his personal reputation and job security. An incidental consequence of this decision is that the voting power of the majority shareholder is diluted. Is this exercise of power liable to be set aside for having an improper purpose? When a director is motivated by multiple purposes, all influential in different degrees, but some proper and some improper, the validity of the decision depends on the test used to determine the principal purpose. What is the appropriate test for identifying the principal purpose? When improper purposes exist, is the decision liable to be set aside although the director exercised the power in complete good faith, with the sole aim of protecting the company's interests?
There are no simple, straightforward answers to these questions. On the contrary, the proper purpose doctrine is 'the least discussed and least well understood of the fiduciary obligations affecting a director.' 5 In Eclairs Group Ltd and another v JKX Oil and Gas plc 6 the UK Supreme Court addressed these questions in the context of directors' power to impose restrictions on voting and other rights attaching to shares. The decision is notable for two main insights. First, it clarifies the relation between the proper purposes rule (s.171(b) of the Act) and the duty to promote the success of the company (s.172 of the Act). The exercise of a power that does not meet the proper purposes test cannot be defended on the ground that it promotes the long-term success of the company.
Second, it proposes, in obiter, a new test for determining the principal purpose for which a power was exercised (also referred to as primary, dominant, substantial purpose).
Under the current test, when multiple purposes exist, the purpose that weighted the heaviest in directors' minds when they exercised the power is regarded as the principal purpose. 7 This test has been criticised as giving the courts a power to make value judgments and to second-guess directors' business decisions. 8 It has also been argued that the uncertainty that this test creates for company directors outweighs the flexibility that it affords to the courts.
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Under the new test, when multiple purposes exist, the principal purpose is the one but for whose presence the power would not have been exercised as it was (the 'but-for' test).
Eclairs, it is submitted, is a positive development in the law governing directors' decisions.
The but-for test offers a more practical approach to determining the principal purpose, compared to the current test. It also increases the certainty and predictability of directors' exercise of powers. Under the but-for test, a court allows a decision to stand if it determines that the directors would have adopted the same decision, had they placed appropriate focus on the permissible purpose. Nevertheless, this area of law remains uncertain until the but-for test is confirmed by the ratio decidendi of a Supreme Court decision.
The facts
The facts can be stated briefly. JKX Oil & Gas Plc was a struggling company. obtain the alleged undisclosed information, but to prevent them from voting against the resolutions that the board proposed at the forthcoming annual general shareholders meeting (AGM).
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The court decisions
The minority shareholders were successful at first instance. 15 Mann J found that the principal purpose of the restriction notice was to disenfranchise Eclairs and Glengary, in order to maximise the prospects of passing the AGM resolutions. 16 Although the directors had reasonable cause to believe that the responses to the disclosure notices were incomplete, and although they acted in what they honestly believed to be the best long-term interests of JKX, the power was exercised for an impermissible purpose. 17 Writing in obiter, Mann J went on to investigate what would have happened, had the directors confined themselves to the proper purpose of imposing restrictions as a means to compel the production of information. He found it 'virtually inevitable' that that the directors would have reached the same decision and imposed the same restrictions. 18 The crucial difference between what had happened and the hypothetical scenario was that in the latter case the imposition of the restrictions would have been primarily motivated by a desire to induce the provision of information, coupled with a perception that it would be appropriate to prevent the minority shareholders from voting while they were withholding information that was relevant to the directors and the other shareholders.
In the hypothetical case, the directors' strong views about the dangers that the raiders posed to JKX's long term interests would have been a secondary consideration, and would not have affected the propriety of their decision. Since this hypothetical case was not pleaded, Mann J did not allow JKX to pursue it. 19 Consequently, he ruled that the board's exercise of power was voidable and should be set aside.
JKX was successful on appeal. 20 Sir Robin Jacob and Longmore LJ allowed the appeal, arguing that the proper purposes doctrine was not applicable to the directors' power to disenfranchise shareholders. In their view, neither the statutory provisions of the Act, nor obtaining the requested information. 21 Shareholders' failure to comply with a disclosure notice gives the directors a right to impose restrictions for any purpose which they in good faith consider to promote the success of the company, including influencing the outcome of a forthcoming AGM. In the majority's view, to restrict the power only to the purpose of obtaining information would mean to emasculate it and subvert the board's constitutional authority to act in the best interests of the company.
22
Eclairs appealed. All five justices of the Supreme Court agreed to allow the appeal and restore Mann J's decision but expressed different views on the proper course of action for identifying the principal purpose of a power.
Lord Sumption wrote the reasons for allowing the appeal. He pointed out that the Court of Appeal erred in its interpretation of the purposes for which the power to impose restriction notices was granted. When the instrument granting the power is silent, the range of proper purposes is determined by looking at the context in which the power was granted and at its effects. 23 In Lord Sumption's view, the power to impose restriction notices has three closely related purposes: to induce the shareholder to comply with a disclosure notice, to protect the company and its shareholders against having to decide in the absence of all relevant information, and to impose a sanction on the addressee of a disclosure notice for as long as the non-compliance persists. 24 None of these purposes was principal or dominant when the JKX board decided to restrict the minority shareholders' rights. As the trial court established, the board's main objective was to influence the outcome of the forthcoming AGM. Consequently, exercise of the power should be set aside, as per Mann J's decision.
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In determining the principal purpose for which the JKX board exercised the power to issue The Court of Appeal's approach is correct in emphasising the difficulties associated with determining the objective limits of a directors' power, but overlooks an essential role that the proper purposes rule plays in company law: maintaining the constitutional separation of powers between the board and the shareholder body. The two main contexts in which the proper purposes doctrine has been invoked in company law are situations in which the board has strong incentives to usurp shareholders' authority. First, when the control of the company is disputed between competing groups, there is a real danger that the board will use its powers to maintain the status quo or to favour a particular group. 35 Second, boards may be tempted to use their powers to undermine the shareholder franchise, by influencing the outcome of a general meeting. 36 The proper purposes doctrine acts as a safety net for the constitutional distribution of powers, by invalidating decisions that, albeit motivated by a genuine desire to promote the long-term success of the company, infringe shareholders' authority.
The second key insight of the Supreme Court decision is the but-for test proposed by
Lord Sumption for determining the principal purpose. This test, , Lord Sumption argued, has several advantages over the more conventional test, which equates the principal purpose with the weightiest purpose, i.e. the purpose about which directors felt the strongest.
First, the former test avoids the practical difficulties of the latter. When multiple concurrent purposes exist, it is difficult and impractical to weigh them and rank them in order of intensity. 37 Second, as a matter of principle and policy, a fiduciary power must be exercised only for the purposes for which it was given. When, as it is often the case, mixed purposes exist, the law allows the decision to stand as long as it has not caused injustice to the interests it seeks to protect. When injustice occurred, the evaluation of the decision inevitably moves 'in the realm of causation'. 38 If without the improper purpose the impugned decision would not have been adopted, then it would be irrational to allow the decision to stand simply because the directors also had proper and weightier considerations in mind. 41 The test was also applied by British courts, mostly in the context of trustees' powers of appointment. 42 Furthermore, the but-for test has doctrinal support. After reviewing a significant number of authorities on the application of the proper purposes rule, the leading treatise on legal powers concludes that 'the "but for" test seems more appropriate and more consistent with the reported cases.' 43 Lord Sumption's reasons for advocating a causal test, it is submitted, are persuasive.
The courts have repeatedly emphasised that identifying the entire range of proximate and remote purposes that animated the exercise of a power, and ranking them in order of intensity, pose phenomenal obstacles. 44 Moreover, in many cases where multiple purposes exist, not even the decision maker is able to identify which purpose was the most influential in his mind. A court's determination of the dominant motive in this case risks being artificial or arbitrary. 45 The causal test avoids some of these difficulties by eliminating the need to evaluate and compare the intensities of all concurrent purposes.
Second, allowing the courts to uphold or invalidate a decision based on what they consider to be the most influential purpose in directors' minds gives judges a greater scope to interfere with directors' business judgment. 46 Although the danger of misusing the powers to usurp the constitutional balance of authority is real, the proper purposes rule must not unduly restrict directors' discretion. The courts must be careful not to intervene in the company's internal management when reviewing the business decisions of directors. It is well established, both in UK company law and elsewhere, that courts will not review the commercial merits of directors' decisions. 47 Consequently, the test for determining if a power was exercised for proper purposes must balance the need to protect the constitutional allocation of powers inside the company with the need to shield directors' decision making authority from judicial secondguessing. Moreover, allowing a decision to stand when it can be proven that the same result would have been achieved if the improper purposes had been ignored enhances the certainty and finality of directors' decisions. For listed companies, such as JKX, increasing the certainty of boards' decisions is a matter of both private and public interests. Not only it allows existing members to rely on directors' decisions, but also it promotes stability and proper functioning of the securities market.
Conclusion
For the most part, the distinction between the weightiest and the causative tests for determining the principal purpose of the exercise of a power may be irrelevant. The weightiest purpose will usually be causative as well. When the two tests lead to different results, as in Eclairs,
identifying the most suitable test becomes a pressing concern. Lord Sumption's interpretation of the proper purposes rule has strong intellectual appeal. Its main advantage is a greater protection of directors' business judgment. The but-for test promises to reduce the scope of judicial intervention and second-guessing of business decisions, and to increase the chances of a decision motivated by mixed purposes to withstand judicial scrutiny. The Supreme Court's decision in Eclairs, however, could only suggest these developments in general terms. The trial judge investigated only tentatively the causal link between the improper purpose of aiming to influence the outcome of the AGM and the exercise of the power to impose restrictions, and refused to allow any point on causation to be raised. It is to be hoped that the Supreme Court will follow Lord Sumption and adopt the but-for test in the future.
